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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by members of the American Institute of Accountants who are
practising accountants and are published here for general information. The
executive committee of the American Institute of Accountants, in authorizing
the publication of this matter, distinctly disclaims any responsibility for the
views expressed. The answers given by those who reply are purely personal
opinions. They are not in any sense an expression of the Institute nor of
any committee of the Institute, but they are of value because they indicate
the opinions held by competent members of the profession. The fact that
many differences of opinion are expressed indicates the personal nature of
the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]

PARTNERSHIP ACCOUNTS ON BALANCE-SHEET
Question: An opinion is requested as to the proper balance-sheet presentation
of the accounts of a partnership. A trial balance of the accounts follows:

Cash......................................................
Accounts receivable..............................
Investments..........................................
Deferred charges..................................
Notes payable......................................
Accounts payable.................................
A, capital..............................................
B, capital..............................................
C, capital..............................................
D, capital..............................................
E, capital..............................................
F, capital..............................................
G, capital..............................................

$

3,550.80
74,650.00
490,830.20
14,624.43
$309,310.09
217,933.11
102,872.70
96,852.95
35,355.26
34,972.43
35,308.38
30,389.20

279,338.69
$862,994.12

$862,994.12

The only question at issue relates to the debit balance in G's capital account.
Should this item be shown as an asset on the partnership balance-sheet, or
should it be shown as a deduction from the sum of the other partners’ capital?

Answer No. 1: The trial balance contained in the above question indicates
that there are total assets of $583,655.43, consisting of cash, accounts receiv
able, investments and deferred charges, and that liabilities amount to $527,243.20, consisting of notes payable and accounts payable. The partnership’s
net equity in the assets is, therefore, $56,412.23, which is represented by

391

The Journal of Accountancy
credit balances in the partnership accounts of A, B, C, D, E and F, amount
ing to $335,750.92, less a debit balance in the capital account of G of
$279,338.69.
No mention is made of the purpose for which the partnership balance-sheet
is to be issued, but as the purpose of a balance-sheet is usually to set forth, for
the purpose of obtaining credit, the partnership’s net worth, it would appear
reasonable to expect that, in the preparation thereof, any debit balances in the
capital accounts would be deducted from the respective partnership credit
balances, thereby showing the amount of the net capital investment. It must
also be borne in mind that any loss, which may be occasioned by the inability
of the partnership to collect the debit balance of any partner, is chargeable
against the accounts of the remaining partners.
If a member of a partnership is permitted not only to withdraw his entire
capital but also an amount which represents a portion of the capital investment
of other partners, it is our opinion that no accountant is justified in showing the
debit balance as an asset of the partnership. To do so would subject him to
ridicule and criticism.

Answer No. 2: I believe that this should be shown in this manner and not
among the assets. Only in this manner can the actual capital employed be
indicated. Furthermore, this allows the statement to show the total assets
which are in the business available for the payment of amounts due to creditors
entirely apart from the claim which may be made against any or all of the
partners for any deficiency.
Answer No. 3: Our opinion is that it is better to show partners’ capital in
circumstances outlined in the question as credit balances less the debit balance
of $279,000, carrying out a net figure.
There might be an exception in this case if the advance was for a short time
and was secured or there was no question that G was entirely solvent and will
ing to repay the amount. In this case the account due from G might be
shown as an asset owing by a partner under separate caption, preferably with
some particulars as to securities or other circumstances justifying the carrying
of the asset.
SUBORDINATION OF STOCKHOLDERS' NOTES TO BANK DEBT
Question: The following is a summarized balance-sheet of a corporation
engaged in manufacture:

Current assets:
Cash.......................................................... $ 36,000
Customers’ receivables, less reserves..........
109,000
Merchandise inventory............................
85,000

$230,000

Other assets:
Plant, less depreciation reserves.................
Intangibles...................................................
Investments.................................................

$ 45,000
67,000
14,000 $126,000

Total assets...............................................

$356,000
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Deduct—liabilities :
Notes payable:
Bank.......................................... $32,000
Stockholders, subordinated to the
bank debt............................. 45,000
Accounts payable and accrued ex
penses....................................................

$77,000
35,000

$112,000

Net worth, represented by preferred and common
capital stock......................................................... $244,000

Operating losses for the past three years have been considerable; prior to that
time the corporation had been successful for many years.
The notes payable to stockholders are in possession of the bank and are
subordinated to the bank debt. The corporation’s financial statement is
available to stockholders, banks and other credit agencies.

Questions—
(a) Should the fact that the notes payable to stockholders are subordinated
be disclosed in the balance-sheet?
(b) Two months after the balance-sheet date the bank was paid and the
subordination lifted. The corporation delivered its balance-sheet to the
trade after eliminating reference to the subordination. Should the profes
sional accountant receiving a request from the trade asking confirmation of
the corporation’s statement refer to such subordination?
Answer No. 1: It would certainly seem correct to refer to anything which
affected the rank of the various liabilities, such as the subordination of the
stockholders’ notes. I should think on the whole that the statement of such
subordination would strengthen rather than weaken the company’s statement
from the point of view of other creditors, as it would be clear that the stock
holders in their character of creditors would not enforce their rights against
any others.
I do not see what motive the corporation would have in eliminating reference
to such subordination in a statement issued after the subordination was re
moved, but as of the date when the subordination was still in force. It would
be well from the corporation’s and the accountant’s point of view to mention
that such a concession had been made by the stockholders.
It would seem to me the best thing to explain to the client that this subordi
nation of stockholders’ notes strengthened rather than weakened the statement
and to suggest that conditions subsequent to the date of the balance-sheet
should not be given effect in the balance-sheet, but that an explanatory note
could be added if it was considered desirable.
The question is an unusual one and it is not impossible that I have missed
the point which the inquirer had in mind.

Answer No. 2: The first question asks, in the circumstances noted, whether or
not the fact of subordination of obligations to stockholders in favor of bank
creditors should be noted on the balance-sheet. Inasmuch as this arrangement
does not necessarily involve the corporation, but is a private matter between
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two creditors, I can not see why reference need be made on a published balancesheet. A corporation is not necessarily a party to any such arrangement and
no other creditor is discriminated against or favored by the fact of the subordi
nation, nor are the stockholders as such affected by it.
The second question asks whether professional accountants receiving a re
quest from a member of the trade, after the subordination had been lifted,
should refer to such subordination. The same reasoning follows in respect to
this question. I do not see why reference need be made to the subordination.
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